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BEFOUTIIE
FEDERAL COMMUNICATIONS COMMISSIONWI""""', D.C. 205M

In the Mattm' of:
Amendment of Parta 32 and 64 of the
Commisslon'. Rules to Account for
Tran.acdODI betwceaI Carriers and
Their Nomeplated Affiliates

)
)
)
)
)

CC Docket No. 93-251

COMMENTS OF THE
TENNESSEE PUBLIC SERVICE COMMISSION STAFF

on OCtober 20, 1993 the Federal Communications Commission (FCC) ilSued • Notice of

Proposed Rulemaking (NPRM) inviting comments from interested partie. coacemtna the

reevaluation of the PCC's affiliate transaction rules. These affiliate transaction rules, IetttDI forth

federal accountina requirements for trInIactions between carriers and their unregulated afftliates,

had previously been adopted in the .Tohtt Colt proceeding. The FCC propo!el to amend these

rules to enhance its ability to keep carriers from imposing costs of unregulated activities on

ratepayers and to keep ratepayers from being harmed by camer imprudence.

SIJMMAKY QF IPSe STAfF COMMENTS

The Tenneoec Public Service Commission Staff (TPSC Staff) supports the PCC'.

attempt to stnmstben the affiliate transaction roles. The aftlliate transaction rules, u oriJiDally

adopted in the loint Cost proceeding were a significant step in safeguarding regulated carriers

from lubsidizin, nonrcgulated entities. However. we believe the six yean that have paued since
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the affiliate transaction rules were fJlst adopted have shown many areas where improvements are

needed. Alao. many teehnological and regulatory changes have occuued in the

teleco11UDunieations industry since the Joint CoAt proceedin8 was concluded w~h required

changes in the way affiliates dealt with one another and accotdin8l1 in the ~ountinl1tCatInent

of those tranNCtions. We support the FCC's proposals outlined in the NPRM and offer

comments OD the following specifically identified changes. For clarity and ease of comparison

to the NPRM, our comments arc arranged and headlined in the same outline format as contained

in tbeNPRM.

DJICI1SSIml
m VALUATION METHODS

1L. Tariffed Bet·
We qree with the proposal to continue to price affiliate transactions at the tariff rates

when tariffs are available. We propose that the definition of tariff rates be excr.nded to include

Commission approved contracts between the regulated carrier and specific customers for the

provision of services not otherwise tariffed and made available to the public.

~ PrevaiUna f-MJI)IPy Pricea

.2a Ma!'i$lace CQosidmtj0Qs

We agree with the proposal to eliminate using prevailing company pricins wbe.D the

primary purpose of the Donregulated affIllate is to provide goods and services to the replated

carrier. Since the decision by the regulated carrier to purchase services from such an aftU.iate is

at less than arms' len,th, the prices paid for the assets or services are not ltkely to be determined

using the same market considerations as a transaction with a nonllffiliated company.

Furthermore, an afFiliate that has the primary purpose of providing ,oods or services to the

regulated carrier is simply an extension of the regulated carrier and should recover no more in a

transaction than the amount that would be expended by the fCgulated carrier if it performed the

operation itself. In other words, a regulated carriers' cost of service should not be increased due

to a corporate clecision to create a nonresulated affiliate to provide services necessary for the

provision of a reaulated service when the regulated carrier could provide those services itlelf.
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One example of such an aftlUate is a nonreaulated real estate affiliate that charps the

reSul.ted carrier a "market" rental rate for offICe space which is based on rental rates charged to

a third party that occupies a only very minor portion of the building in question. In this cue, no

"market" rate has been established and no prevailing company price is available. Since the

primary pwpOIC of the buiJdina is to provide sezvice to the reauIated carrier, the DOnrepJ.ated

affiliate should not be allowed to earn a greater return on the asset than if the carrier owned the

buildin' itlelf.

The proposed "bright line ll test 75 petccnt sales to unrelated companies is a reasonable

method to use to determine if an atiiliate can use prevailing company pricing. However, our

concern is that the FCC and Slate Commissions must have access to the books and records of the

nonregulated affiliates in oIder to \ferlfy that the 75CJ& test is being met and that the valuation

methods are properly enforced. Therefore. we recommend that these new rules specifically

require that both the FCC and the state Commissions have access to the books and records of

such affiliates for verification pmposea.

D.& Fait Market Valuo

3a Scryk;ca

We agree that usinl fully distributed cost as the onl)' pricin& method for aervices

ttansfetn:d between a carrier and its affiliates when neither a tariff nor a prevailinl compan)'

price is available could promote inefficient buying and selling among the afftliata. Man)' of

these aervices may in fact have a market value which would be mme beneficial to the repJ.ated

camer than simply usi.nB the fully distributed cost.

Bven if the FCC did not have price cap or optional incentive l'esu1ation plans in place, the

carriers should be required to make pun;haacs in the most efficient manner. Clanlln. the

affiliate transaction rules so that the valuation for purchase of services is consistent with the

purchue of laets is a step in the direction of more efficient purchasing.

There is DO public interest justification for a regulated camel' to purchase auets or

services from cid1er an affiliate or a nonaffiliate at a price in excess of the fair market value. The

only reason to pay an affiliate in excess of market would be to increase the profit of the
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nonreaulatcd affiliate. Therefore. increasing the return to the stockholders at the tapenIe of the

ratepayers. Likewise, the only logical reason why a camer would pay an affiliate in cxceas of the

cost 10J' • aervice is to again circumvent repletion and earn a patel rotum for its scoddlolden

than would be allowed if the service were performed as pan of the repJated operations.

Therefore. we asree with the FCC's proposal requiring carriers to record purchases of IeIVices

from an affiliate at the lower of market value or fully distributed cost when a tariff or prevailm,

company price is not avlilable.

Simflarly, there is no justification for a regulated carrier to sell services to an affiliate at a

price below market value. If the fCsutated cmier does sell services below market value. it

foregocs revenues that would be used to reduce the raleS charged to inb!ntate and intrastate

ratepayers and is apin subsidizing the affiliate at the expense of the replaled ratepayers. In

addition, there is no justification for a 1'e8ulated ell'rier to sell services-below ita coat. To do so

would alIo result in the ratepayers subsidWng the nonregulated afftliate. Since the objective of

rhe af1lIiate transaction rules is to protect the ratepayers from subsJdizins nomepated

operations, we agree with the FCCs proposal to require the carriers to price services sold to

affiHatca at the biahcr of market value or fully distributed cost.

&. 0tJw yetptjpP Matboo Iyyoa

~ Other YlJn.tion Method lung

In general we _ concerned with the use of altemadve pricins methods and share the

FCC's concc:m with allowing carriers to use the term "subsidy" to describe the pricing

methodology for II transaction. This term is vague IDd Dondesaiptive. In pneral IIlUbsidy"

means that the regulated carrier is recovering from its affiliate more than its cost of producms

the service or product. However, "subsidyll does not describe how much in excelS of the cost is

heiDI ~cred and it does not Il1CilIl that the regulated carrier is being compensated at or near

the market value of the product or service. As a RSult, we do not believe that "subsidy" is an

acceptable deJcription.

If' an alternative methodology is to be used, it should be fully described in the Cost

Allocation Manual (CAM) and allowed to be implemented only after review and approval by the
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FCC. Such approval should be granted only after the state Commissions have bid an opportunity

to thoroup1y investisate and provide comments on the proposal to the FCC. No alternative

pricing methodology should be allowed unless it can be demonstIaUd that it is benef1cW to

ei1her the rep1ated interstate or intrllS1ate operadons ot the carrler.

An example of a problem with this "subsidy" approach is em contract between BcllSoutb

Advertisinl and Publishing Corporation (BAPCO) and South Central Bell (SCB) for the

publication and production of white &I1d yellow pap directories. Prior to divestiture the

directory operation was included in the regulated operations of SCB and the rev~ expenses,

and investment were recorded in the regulated accounts. In 1984, the directory operations, both

white and yellow JMlFSt were transferred from SeD to BAPCO and at d1at time the two

companies signed an agreement that idcnUficd the responsibilities of each party and provided lor

the division of revenues. This arrangcmtnt was negotiated at less than arms lea.p and does

not adequately compensate the regulated camer for the value of the operations that were

transferred CO the nonafflliate. The contrll,,"1 governing this relationship, which the carrier claims

provides a "subsidy" to its intrastate telephone operations. actually results in a level of revenue

on the regulated cmier's Pan 32 boots being substantially below the amount that would be

recorded by the regulated carrier if the directory operations had Dot been translerred to the

nonregulated affiUate. Although this understatement of revenue on BellSouth's Part 32 book.

was estimated to be $400 million from divestiture until July, 1990t the state Commissions have

fought conslderable battles with BellSouth in intrastare rar.esetting proceedings in order to

rccognia portions of this directory revenue as belonging to the mplated carrier. In this

example the "subsidy" arrangement has not resulted in the desired results and has caused the

revenue reponed in the Part 32 income statements of the regulated operations to be mateda11y

below the amount used for setting raa. Had the stale Commiuions relied on the revenue

recorded in the Part 32 books in accordance with this contractual arran,gement for this affiliate

tranIICdoD the ratepayers would have been adversely impacted by a~ doeisiOD to

transfer an operation that bas historicaDy been viewed as regulated to a nOlm:suIated Iffillate.

The mcthodolol)' followed by BellSouth to account for the directory transaction is an example
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of a procedure that does not comply with the intent of the affiliate transaction rules since it does

not prOIflCt tile ratepayen.

We are concerned that the acceptance of "subsidy" type pricins aaanpmenta between

the regulated carriers IIIld its aff'iliatcs will promote additional spin-offs of the more profitable

portions of the business in an attempt to protect the revenues from beinS coDlidaed in setting

rates. While we would not dictate the corporate O1's.mzation the affiliate tranuetion rules must

be desiped to provide proteetlon to the ratepayer from being adversely impacted by any

reorpnizationa.

Therefore. we mcommend that the "subsidy" approach not be accepted and pnerally mat

transactions be priced at tariff. market value. prcvaiUng company price or fully diatti.buted COlt

as applicable. However. if a particular transaction does not meet the requirements to be priced

using one of these methods, an alternative metbodo108Y should be adOpted that wiD. ensure that

the intent of the affiliate transaction rules is cmied out. That is, the ratepayers mUSt not be

adversely impacted due to a transaction between a regulated cani.er and an atl'ilWc. Specifkially.

if an operation that has traditionally been inc:luded as part of the repla1Cd operation. is

transferred to a nonresulated affiliate the rates for intrastate or interstate services Iboold not be

increased. Funbennore. even if the inta'statc jurisdiction is not affected by the tI'II1ICtiOll

(yellow pqe,) the FCC should require the same justification from a carrier before it is Illowed

to use an alternative pricing method as it would if the interstate juriadicdon were impacted.

n!a. 'MP'&MJWTAUON

Cottt tp tho AffiJj'te Qmgp

~ CWn TppM'itiOOI

Tractns the resources to provide a transaCtion through each affiliate and pmiq the

ttanlaCUon at each step in accordance with the valuation methods identified in the NPRM will

best protect ratepayers from cross-subsidization when transactions are chained tbrouah affUiates.

We have not perfonncd an analysis of the cost of either this proposal or The altemadve.

We do point out that a very important aspect of any affiliate trantaedoQ rule is the

continued cooperation of the FCC and state Commissions in reviewing such tmDIaCtions for
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complianee with the rules. As a result, it is critical that the affiliate 1J1U\$&Cuon IU1ea provide ltate

Commissions with access to the records of the affiliates that support any transllCtiona iD order to

provide asaut'IllCe that such rules are being curled out u iDtended.

As stated in tbe NPRM. "•••this Commission has subjected neither the ccmnectinB carriers

nor Donregulated affiliates to other portions of the USOA. To ensure that the cosdna proc:e&S is

based on Idiablc dam. we propose that, except as otherwise ordered. by this Commission, all

accounting related to affiliate transactions must comply with generally accepted ICCO\1I1tin8

principles (GMP)." We lU'e concerned with one aspect of this approach. That is, the failure of

affiliates to follow Part 32 accounting procedures to idenUfy costs billed to regulated curlers in

accordance with the Part 32 expense mattix that classifies expenses u "Sa1IrieI aDd Wqes",

"Benefits", ltRents", and "Other". This bas caused distortions and reduced the uaefu1Deu or the

accoundns records. An example is the merger of BellSouth Services. Southern BdI, IDd South

CencraI BeD inao BeIlSoutb Telecommunications. Prior to the meraer, the COItI biDed from

BellSouth Services to the regulated carrier were recorded in the "Other" categOry of the Part 32

expense matrix. Once the merger occurred these costs were claNif'icd as "Salary IDd Waaes",

"Benefits", "Renll", and "Other" as applicable. As a result, the information in the mmix after

the merpr is DOt comparable to the matrix before the merger. ThiJ incomparability has caused

the expense matrix. which wu very useful toOl in analyzing changes In COlt. to lose ita'

usefulness. Therefore, we recommend that when affiliates bill the regulated CII'Iier utna the

fully diItrlbuted cost methodology that the cost be provided and recorded in the expense maaix

format unJeu the carriers and the affiliates can show that due to the nature of the services

provided tbat the bill C8DIlot be broken down into this format,

Js;,. Bctum Qyqmmt

We believe the return component carriers include in affiliate aran-aiOD~ abouJd

continue to be limited and should be but4 on a weighted average of the intcraeatc and intrastate

returns pmcd to the resuJa1ed camero

Because of the man)' new reSulatory methodologies in use today, such as price caps and

incentive repJation plans, we propose that the FCC adopt as simple a method at possible to
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provide a reason8ble race of retum on the affWate transactions. We propose that die return be a

weighted avaqe of the rates of rctUm allowed in each of the state jurisdictions and the Federal

interstate mum. The weipling could be bucd on the net investmel1t assigned to the Federal and

individual state jurildictioos.

We believe it is imperative that the FCC consider the inttutate rates of return aiDce the

majority of the states have adOJ*d these afftllate transaction rules and rely on them CO provide

an accurate measurement of the intrastate cost of service. We do DOt believe this uDprOpetly

delegates FCC authority to the states. but instead continues the cooperative efforts Deeded

between the FCC and the state Commissions in todays telecommunication environment.

Purthermore. we propose that a statement of the rate of return be included in ebe CAM

and be subject to Che BIOlC filing requirements u any other chance to the CAM.

B... &vlmo. Qmgeny Prices

.L 21JWccot Teat

We believe the first of the two altemadves presented in the NPRM for cIetcrrniDJ.q If an

affiliate meetJ the 7S percent teat is more desirable.

The firIt alternative is more desirable since the carrier is responsible for proJeedni how

tranJactions with its Iffiliatcs for the coming year will be prked. This will pve the Pee aDd

states more easily aUliDable acoess to information used in mating the decaminad.on. This

alternative abo allows for year end lnJeooupa should the projected sales by the atIl&tes to

nonafDUatea not meet the initial projectlODl.

Our CODCem about the first alternative is that year end true-upl may become

cumbersome and complicated. For instance. bow will cmiers restate pW'Chates tIIat occumd

Llwu'i &he year from 8ft iDcorrcctly applied prevaillnl company~ to ft tail' market value?

Furthermore. we am concerned that infonnation on the aff'illates' laic. muat be avaBabJe for

audit and verification by the FCC and state Commissions if these valuation rules are to be

eaforced.
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These concerns can be overcome by requiring the cmicr to DlIinDlin all suppartinJ

documentation used in making projections of the affiliates usage and makirla the boob of the

aff1liatea avail.ble tot audit by the FCC and state Commiaaiona.

The IIClCOIld method is less desirable becauae basins future affiliate us on past

performance without true-ups at year end presents the possibility that accountiDB records wm be

incorrec;:t since the transactions had been priced incorrectly durilll the year. We believe it is

critical that Part 32 accounting records reflect properly priced affiliate U1IIlIICtiona. This may DOt

occur if year ODd &ruO-ups arc not required.

2.. on- pgwm,J QyyfjtiOOl

We believe applyinB the 7S percent test using a product line approach is most appropriate

since it segments the affiliates' operation into more exacting cateSorles. Since product lines wUl

be sold in VmyMg degRes to affilia1eS and nonaff'iliates, a more accurate detrm1lnatlon of

whether the " pcReI1t ~t is met can be made. This approach will minimize the impact that

sales ot otha: products will influence whether or Dot the 7S percent test is met.

We believe the line of business approach is leas desirable since it will not be u 8CCU1'8tC

as the product Hne in determining if the 7S percent test is met. This is because makins the 75

percent test on a total line of business basis may indicate an improper level of us to either

affiliates, or nonaffiliates due to the sales pattern of an individual product line. 'Ibis ltnpropcr

result would cause the other product lines within the line of boIiDess to be incorrectly priced.

Wbile applyins the 75 percent test on • product by product basis is the JnOIl .-:cura'C

measUIaDmt we bcIicve it is inappropriate since it will be burdensome to carrien conaiderlnl

the vast I1UD1ta' ofproducts they offer.

We do not believe the 7S pcn;cnt tc5t should be adopted on a total company buiJ aiDce it

is the least accurate of the methods proposed. Again, this is because variatioos in II1ea lJDODa
either product lines or lines of business betwc:cn regulated carriers and nonaf6liates could live

milJell'io.1'eIU1aI1Dd allow~ valuation of ttansaedons.
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We~ tbat defininS speci& steps for detetmiDing the fair IJIII'bc value of mch

nonwiffed affiliate transaction for which prevailing company pricin, I. not permitted is not

appropriate. This would be burdensome and would not allow consideration of vuiatiOl1l in

transactions that wolJ1d require that different steps be taken to dctenninc fair 1D8l"ket value.

However, we Ire concerned that giving curia's the ~sponsibi1ity to make a Iood faith

estimate of tile fair market value without enacting some requiremeota of documentation IDd

audit trails will mate it difficuh if not impossible for the FCC and state Commiuions to

determine if the canier made the comet decision on pricing the transaction. We fixe also

concerned II to what constitutes a Sood faitb effort.

Therefore, we believe the FCCs rules should include~ requhements such as

those identlt1ed in the NPRM (obtaining competitive bids. surveying suppJiets or pUing

independent appraisals) that must be met by the carriers in determining a fair market value. The

FCC's rules should abo include minimwn ICquirements carrlers must meet in retaining

documentation of its efforts to determine fair market value and requirin8 audit trailJ of this

process.

CQNClJlIUm

1ft summary, we support the FCCs attempts to strengthen the affiIiaIt; trlD8aCdoa rules as

adopted in me Joint COIl proceeding and request that the recomlltndations contained in our

comments be adopted by the FCC to further strenathen and clarify the new valuation rules

pre8OD1Cd in tbe NPRM.
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